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SUBJECT: Elimnate Reference to “Incone Year” in the |Incone Tax Law

SUMVARY

This bill, sponsored by the Franchi se Tax Board, would replace the references to
"inconme year" with "taxable year" in all provisions of the Bank and Corporation
Tax Law (B&CTL), the Admi nistration of the Franchise and | ncome Tax Laws (AFITL),
and the Personal |ncome Tax Law (PITL).

EFFECTI VE DATE

This bill specifies that its provisions would apply to taxable years begi nning on
or after January 1, 2000.

LEG SLATI VE H STORY

AB 10 (Stats. 1999, Ch. 64) elimnated the m nimum franchise tax for the first
two taxable years for all corporations first incorporated or first qualified to
do business on or after January 1, 2000.

PROGRAM HI STORY/ BACKGROUND

California s Bank and Corporation Franchise Tax Act, enacted in 1929, inposed a
franchi se tax on every corporation and bank doi ng business within the limts of
the state, unless specifically exenpt. The franchise tax is inposed for the
privilege of exercising the corporate franchise in this state. The Franchi se Tax
Act inplemented the provisions of Section 16 of Article XIlIl of the California
Constitution, enacted in 1928, that authorized a state tax on banks according to
or neasured by net income in lieu of all other state and | ocal taxes, except
taxes on real property. This provision was adopted in response to federal

| egislation enacted in 1926 that authorized four perm ssible forns of state
taxation on national banks. The corporate incone tax, enacted in 1937, inposes a
tax on the net incone of every bank and corporation that derives inconme from
sources within California but that is not doing business in California. The
corporate incone tax is an alternative to the franchise tax and applies only in
[imted circunstances.

When originally enacted in 1929, the corporate franchi se tax inposed on a

corporation for the corporation's first and second taxabl e years was neasured by
the corporation's net incone received during its first year of business. The tax
is measured by the net incone of the preceding year, which is referred to as the

“income year.” The year for which the tax is paid is knowmn as the “taxable
year.”
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The use of the amount of income earned during the first “income period’” to
determ ne the anount of a corporation’s franchise tax during its first two
“taxabl e years” was elimnated in 1970. The | aw was changed so that the
franchise tax for a corporation’s first “taxable year” is sinply equal to the
m ni mum f ranchi se tax.

SPECI FI C FI NDI NGS

Under existing federal |aw, corporations generally are taxed based on their
taxabl e i ncome conputed using the separate tax accounting nodel. A corporation’s
taxabl e income for federal purposes generally equals its gross inconme |ess
deductions for the taxable year.

Under existing state law, the franchise tax is inposed for the privil ege of
exercising the corporate franchise in this state and is neasured by the inconme of
the corporation fromCalifornia sources in the prior year. The period for which
the income is measured is called the “inconme year” and the period for which the
tax is paid is the “taxable year.”

Until recently, when a corporation incorporated, qualified to transact business,
or began doing business in the state, the franchise tax for its first taxable
year was the prepaid mninmumfranchi se tax. Corporations that first incorporate
or first qualify to do business on or after January 1, 2000, no |onger are
required to pay the mninmum franchise tax for the first two taxable years.

A corporation’s income for the first year serves as the neasure of the tax for
t he second taxabl e year, and the incone of each succeedi ng year serves as the
measure of tax for the next follow ng year. Thus, the franchise tax is on a
prepai d basis; the incone year precedes the taxable year of the corporation by
one year.

Di stingui shed fromthe franchise tax, the corporate inconme tax is inposed on
incone fromCalifornia sources in the year received or accrued. Thus, for
corporate incone tax purposes, the period of the income year and the period of
the taxabl e year coincide. The corporate income tax is an alternative to the
franchise tax and applies only in limted circunstances where a corporation is
not doing business in this state during the taxable year.

This bill, sponsored by the Franchi se Tax Board, would replace the references to
"income year" with "taxable year"” in all provisions of the B&CTL, the AFITL, and
the PITL. To the extent a provision refers to a tax neasurenent period begi nni ng
prior to the operative date of this bill, the term"taxable year"” woul d nmean
"inconme year" under prior |aw wherever applicable.

This bill would specify that the franchise tax, like the inconme tax, would be
comput ed based on the net inconme for the taxable year, instead of based on the
net incone of the next preceding inconme year. This bill would include

| egi slative declaratory |anguage that the sole purpose of the change is to
sinplify the law and that the actual ampbunt of tax required to be paid and the

timng of the paynent will not change as a result of this bill. Further, this
bill would state that if a taxpayer can denonstrate that it was required to
accel erate any paynent of tax as a result of this bill, the departnent shal

adj ust the anmpbunt and due date of each paynment of tax to the anpbunt and due date
t hat woul d have been required under the law prior to the enactnment of the bill
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This bill would anend the provision that exenpts new corporations from paynent of
the mnimum franchise tax at the time of incorporation and for its first year
Since this bill changes the neasure of the tax fromthe “inconme year” to the
“taxable year,” it is necessary also to anend current law to refer only to the
first taxable year, rather than the first and second taxable years. Wthout this
change, the bill would result in extending the exenption to the second tax return

(fornmerly the third taxable year). See the attached Table 1

Pol i cy Consi derations

The use in California corporate tax law of the terns “taxable year” and
“income year” makes California tax | aw unnecessarily conplex. Neither
federal tax law nor the tax | aw of other states uses an “incone year”
concept. This difference between California |aw and the |laws of the federa
tax system and ot her states can be confusing for taxpayers.

This conplexity no longer is justifiable. The elimnation of the "doubling
up" in 1970 and the recent elimnation of the prepaynent of the m nimum
franchise tax for the first and second taxable years have elimnated the
need for this conplexity.

| npl emrent ati on Consi der ati ons

Impl ementing this bill would require the departnment to change the references
to incone year to taxable year in the forns and instructions and make
appropri ate changes to the departnent’s systens. In addition, the

department woul d need to ensure that taxpayers are made aware of the change.
These changes coul d be made during the norrmal annual update.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This bill would have no identifiable revenue inpact on the state’s income
tax revenue.

BOARD POSI TI ON

Support.

The Franchi se Tax Board voted at its Decenber 16, 1999, neeting to sponsor the
| anguage contained in this bill.
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Table 1
Descri ption Prior Law AB 10 (Stats. AB 1843
1999, Ch. 3)

Taxpayer incorporates 1/2/00 $800 0 0
Est. Paynent for 1% income $800 0 0
measur enment period (4/15/00)
T/P files return for 1° incone 0 0 0
measur enent period(3/15/01)
Est. Paynent for 2" incone $800 $800* $800* *
measur enent period (4/15/01)
T/P files return for 2" incone 0 0 0

measur enent peri od(3/15/02)

*  2nd I ncone Year — 3rd Taxabl e Year

** 2nd Incone Year — 2nd Taxabl e Year (proposed | aw change to nake

and taxabl e years the sane)

ncone years

NOTE: The $800 minimumtax applies only if the taxpayer’s measured tax is |ess

t han $800.




